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No. 12,664 


IN THE 


United States Court of Appeals 


For the Ninth Circuit 


— 


CoMMISSIONER OF INTERNAL REVENUE, | 


Petitioner, 
VS. 


Grace H. KetHam, Lema H. Nei, Eviis 
M. Moors, Harrier H. BeLcHer, and 


Linutiz S. WEGEFORTH, 
Respondents. 


On Petitions for Review of the Decisions of the Tax Court 
of the United States. 


BRIEF FOR RESPONDENTS. 


OPINION BELOW. 
The opinion of the Tax Court (R. 64-98) together with 
the concurring opinion (R. 98-101), which represented the 
views of twelve judges, and the dissenting opinion (R. 


102-117), in which three of the judges concurred, are 
reported at 13 T. C. 984. 
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JURISDICTION. 

These consolidated cases involve asserted deficiencies 
in individual income taxes for the calendar years 1937- 
1940, inclusive, or for some of those vears in the case of 
some of the taxpayers. Taxpayers’ income tax returns for 
the years in question were filed in the First and Sixth 
Districts of California. Notices of deficiencies were mailed 
to the taxpayers on April 22, 1944 (R. 197-200), May 13, 
1944 (R. 220-228), and on May 26, 1944 (R. 13-17, 134- 
141, 169-178). Petitions for redetermination by the Tax 
Court of the United States were filed by the taxpavers, 
pursuant to the provisions of section 272 of the Internal 
Revenue Code, on June 12, 1944 (R. 6-17, 122-141), July 5, 
1984. (R. 155-178), and July 17, 1944 (R. 192-200, 2092223). 
The decisions of the Tax Court were entered on March 14, 
1950 (R. 118, 150-151, 187-188, 205, 236). TheeCommn= 
sioner filed petitions for review by this Court on June 2, 
L950 CR. 119-121, 152-155, 189-192, 2062208, 287-280). "The 
jurisdiction of this Court rests on section 1141 (a), In- 
ternal Revenue Code, as amended bv section 36 of the 
Act of June 25, 1948. 


QUESTION PRESENTED. 

Section 115 (a) (1), Internal Revenue Code, defines a 
dividend as a distribution by a corporation out of its 
earnings or profits accumulated after February 28, 1913. 
The question presented is whether the Tax Court was 
correct in construing this section of the statute to mean 
that a corporation can have no accumulated earnings or 


profits available for taxable dividends until an operating 
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deficit existing on March 1, 1913 has been restored by sub- 
sequent earnings. 


STATUTES INVOLVED. 


These cases involve the construction of the following 
portion of section 115 (a) of the Internal Revenue Code: 
‘*(a) Definition of Dividend.—The term ‘dividend’ 
when used in this chapter * * * means any distri- 
bution made by a corporation to its shareholders, 
whether in money or in other property, (1) out of its 
earnings or profits accumulated after February 28, 
19138 * * is 


The applicable provisions of other relevant statutes 
not set forth in the body of the brief will be found in 
the Appendix, infra. 


SUMMARY OF ARGUMENT. 


A. Preliminary statement. 


B. The Tax Court correctly decided that an operating 
deficit as of March 1, 1913 must be restored before there 
are accumulated earnings or profits available for divi- 
dends. 

1. It is fundamental that there can be no earnings 
available for dividends while capital 1s impaired. 

2. The Treasury Department follows the general 
rule. 


3. The basis of the government’s contention was 
repudiated by the Supreme Court in the Canfield case. 
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4. The only authorities on the point are contrary 


to the government’s position. 


5. Comparison of provisions of earlier statutes 
shows conclusively that all operating deficits must 
be restored before earnings or profits are available 
for dividends. 


6G. The addition in 1936 of Part (2) of the defini- 
tion of a dividend does not change the meaning of 
Part (1). 


C. The government’s construction raises the question 
of constitutionality of this section as applied to the facts 
of this case. 


D. Correction of miscellaneous arguments in govern- 
ment’s brief. 
1. This case does not involve a claim for exemp- 
tion from tax. 


2. The Tax Court’s decision does not render any 
words in the statute meaningless. 


3. Government’s quotation from Foster ease is 
misleading. 


EK. The cases primarily relied upon by the government 
are not in point. 


A. PRELIMINARY STATEMENT. 


The question involved which is determinative of these 
cases is whether the earnings or profits of J. D. and A. B. 
Spreckels Company available for dividends were increased 
by approximately $5,000,000 as a result of the hquidation 
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of Oceanic Steamship Company, a wholly-owned  sub- 
sidiary, in 1936. During its early years Oceanic sustained 
very heavy operating losses but it was more successful 
in later years and finally at the time of its liquidation in 
1936 it had succeeded in making up the early losses so 
that it had a small earned surplus. It is admitted that 
this earned surplus was transferred to the Spreckels 
Company upon the liquidation of Oceanic under the theory 
of the Sansome case (60 F. 2d 981) and became available 
for dividends by that company. However, the government 
eontends that as a result of the liquidation of Oceanic 
the earnings and profits of the Spreckels Company avail- 
able for dividends were increased by an amount exceed- 
ing $5,000,000. It arrived at this amount by taking into 
account the earnings of Oceanic since March 1, 1913 and 
entirely ignoring the fact that prior to March 1, 1913 
Oceanic sustained operating losses in the amount of 
$4,878,987.40. 


The economic fallacy of this position can be illustrated 
by a simple example: Assume that Oceanic had been in- 
ecorporated for $10,000,000 as a wholly-owned subsidiary 
of the Spreckels Company, that prior to March 1, 1913 
it had lost $5,000,000, and that thereafter it had earned 
$5,000,000 and had then liquidated, never having paid a 
dividend. It is apparent that the Spreckels Company 
would have broken even in this venture having sustained 
neither gain nor loss. To argue that its earnings or profits 
available for dividends were increased by $5,000,000 is 
therefore an economic absurdity. If it had sold the stock 
in 1936 for $10,000,000 instead of liquidating, its earnings 
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or profits would not have been increased since no gain or 
loss would have been realized. The fact that the March 
1, 1913 value of the stock of Oceanic would in such case 
have been $5,000,000 does not alter this conclusion since 
section 115 (1) of the Internal Revenue Code (expressly 
made applicable by section 501 (b) and (c) of the Revenue 
Act of 1940 to all prior taxable years) provides that for 
the purpose of the computation of earnings and profits 
of a corporation gain or loss realized from the sale or 
other disposition of property shall be determined bv using 
the basis for determining gain, which in such case would 
be the original cost (section 113 (a) (14)). Thus, under 
the facts supposed above, if the Spreckels Company had 
sold the stock of Oceanic in 1936 to Matson for $10,000,000, 
no gain or loss would have been realized and its earnings 
or profits available for dividends would have heen un- 
affected. If, however, it had liquidated Oceanic and then 
sold its assets for $10,000,000 to Matson, then no gain or 
loss would have been realized, but the government would 
have us believe that its earnings or profits available for 
dividends would be increased by $5,000,000. The statute 
should not be construed to produce such an anomalous 
result unless such construction is unavoidable. 


B. THE TAX COURT CORRECTLY DECIDED THAT AN OPERAT- 
ING DEFICIT AS OF MARCH 1, 1913 MUST BE RESTORED 
BEFORE THERE ARE ACCUMULATED EARNINGS OR 
PROFITS AVAILABLE FOR DIVIDENDS. 


The question presented depends upon the construction 
to be given to the following portion of section 115(a) of 
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the Revenue Act of 1938 and of the Internal Revenue 
Code: 

‘‘The term ‘dividend’ * * * means any distribution 

made by a corporation to its shareholders, whether 

in money or in other property, (1) out of its earn- 


ings or profits accumulated after February 28, 1913 
*&* & @€ 9) 


It is our position that there must be ‘‘earnings or profits”’ 
before there can be any ‘‘earnings or profits accumulated 
after February 28, 1913,’’ and that a corporation can 
have no earnings or profits available for dividends until 
an operating deficit, whether in existence on March 1, 
1913, or arising later, has been restored. It is a contradic- 
tion in terms to say that a corporation has accumulated 
profits when its capital is impaired. The government’s 
position has been well summarized by the Tax Court 
in its opinion (R. 71) where it is stated that the 
government contends ‘‘that in computing corporate earn- 
ings accumulated after February 28, 1913, regard is to 
be given only to operating results after that date, and no 
regard is to be given to the condition or state of the cor- 
porate capital on that date.’’ 


The words ‘‘accumulated after February 28, 1913’’ 
were first added to the statute in substantially the same 
form in the Revenue Act of 1916. The purpose Congress 
had in mind in adding these words to the statute is dis- 
cussed in Lynch v. Hornby, 247 U. 8. 339 (1918). In that 
case a company declared dividends of $650,000 in 1914, 
of which $240,000 was paid out of earnings since March 
1, 1918, and $410,000 from profits on sale of property held 
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on March 1, 1913. Hornby claimed that the latter portion, 
representing earnings accumulated prior to March 1, 
1913, was free from tax. The court held that the entire 
dividend of $650,000 was subject to tax. The word ‘‘divi- 
dend’’ was not defined in the Act of 1915, although specifi- 
cally included under the definition of gross income, but 
the court relied upon its well understood meaning as a 
distribution from earnings and held that distributions 
from earnings accwnulated prior to March 1, 1915 were 
included within the meaning of the term. In its opinion 
the court pointed out that the Revenue Act of 1916 added 
a provision for the purpose of excluding from the effect 
of the tax any dividends declared out of earnings or 
profits that accrued prior to March 1, 1918. This provision 
(section 2(a)) limited the words ‘‘earnings or profits’’ 
to ‘‘earnings or profits accrued since March first, nineteen 
hundred and thirteen.’’ The court said that it regarded 
the change ‘‘as a concession to the equity of stockholders 
granted in the 1916 Act, in view of constitutional questions 
that had been raised’’ in the Hornby and other cases. 


1. It is fundamental that there can be no earnings available for 
dividends while capital is impaired. 


The words ‘‘accrued since March first, nineteen hundred 
and thirteen’’ must be interpreted in the light of the 
‘concession to the equity of stockholders’’ which prompted 
their addition. All that Congress intended was to exempt 
from the tax dividends from earnings acerned prior to 
March 1, 1913. There is nothing to indicate that an im- 
pairment of capital existing on March 1, 1918 is to be 
disregarded. The opinion of Judge Murdock in the case 


of Loren D. Sale, 35 B. T. A. 938 (1937), contains an ex- 
cellent statement of the necessity of restoring impaired 
capital before a corporation can have any accumulated 
earnings available for dividends. After first stating that 
(page 939) 

‘There is a rule of law that everv impairment of 
capital or paid-in surplus resulting from operating 
losses must be restored before any earnings can be 
available for the distribution of a taxable dividend 


within the meaning of section 201(a) of the Revenue 
wetrot. 1924, * * *°? 


the opinion contains the following statement (page 941): 


‘‘The statute does not provide that impaired capital 
or paid-in surplus must be restored before earnings 
are available for the distribution of a taxable divi- 
dend. That rule of law was laid down by the Board 
and the courts, which had in mind the fundamental 
principle that a corporation, the capital of which had 
been impaired by losses, can never have any accumu- 
lated earnings until its capital 1s restored. Corpora- 
tions, of course, were well known long before March 
1, 1918, the effective date of the income tax. Likewise, 
the concepts of capital and impairment of capital 
were fixed in the law and generally understood. The 
provisions of the revenue acts have not changed the 
law in respect of capital or impairment of capital. 


* * *” (Italics added.) 


And in its opinion in this case the Tax Court con- 
eluded (R. 85): 

‘‘Hrom the above, we think it follows that there 

ean be no accumulation of profits until impaired 

capital has been restored. There is a difference, we 
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think, between the realization currently of earnings 
and profits and the accumulation thereof. In other 
words, there can be no accumulation of earnings 
where profits, as earned, are absorbed in restoration 
of capital which has been impaired through previous 
operating losses, and it seems to us fundamental 
that it matters not whether the impairment occurred 
before or after March 1, 1913. * * *’’ (Italics added.) 


2. The Treasury Department follows the general rule. 

The Treasury Department itself, in promulgating its 
official Regulations relating to the computation of invested 
capital for excess profits tax purposes under the Revenue 
Act of 1918 and the Revenue Act of 1921, stated in Article 
838 of both Regulations 45 and Regulations 62: 

‘<* * * In the computation of earned surplus and un- 
divided profits recognition should first be given to all 
expenses incurred and losses sustained from _ the 
original organization of the corporation down to the 
taxable year * * *. There can, of course, be no earned 
surplus or undivided profits until any deficit or im- 
parment of paid-in capital has been made good. 
** *” (Italics added.) 


In Walleuts.: Maliow Dewy Co., 275 U. 5. 215, Ae 
(1927), the Supreme Court quotes the foregoing language 
from Article 838, and savs: 

“* * * But it is a prerequisite to the existence of 
‘undivided profits’ as well as a ‘surplus,’ that the net 
assets of the corporation exceed the capital stock. 
Hence, where the capital is impaired, profits, though 
earned and remaining in the business, if insufficient to 
offset this impairment do not constitute ‘undivided 
profits.’ ”’ 
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It is true that this decision of the Supreme Court, as 
well as the Treasury Regulations just referred to, both 
deal with the determination of invested capital for excess 
profits tax purposes but, as stated by the Court of Ap- 
peals in Hadden v. Commissioner, 49 F.2d 709 (CA-2, 
1931), ‘‘Congress did not intend that a corporation should 
be held to accumulate profits for one tax purpose only 
and not for another. * * *’’ 


The identity between the determination of earnings or 
profits for invested capital purposes and for the purpose 
of determining the taxability of corporate distributions is 
illustrated by the decision in Troy Record Co., 11 B. T. A. 
298 (1928). One of the issues involved in this case was 
whether the Commissioner was correct in reducing in- 
vested capital by the amount of $22,745.20 representing 
dividends paid in 1916, 1917, 1918 and 1919 which the 
Commissioner determined had been paid out of capital. 
The corporation, which operated a small newspaper, was 
organized and began publication in 1896. During the years 
1896 to 1905, inclusive, it sustained operating losses. It 
first began to make money in 1906. The Commissioner de- 
termined that the 1896 to 1905 operating losses constituted 
an operating deficit which he further determined had not 
been completely restored at the time when dividends 
amounting to $22,745.20 were paid during the years 1916 
to 1919, inclusive. (There was therefore an operating 
deficit on March 1, 1913.) Accordingly, the Commissioner 
reduced invested capital by the amount of these dividends 
on the ground that they had been paid out of capital. The 
court approved the determination of the Coimmissioner 
for the reason that the taxpaver had not shown that the 
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operating deficit which had been incurred prior to 1906 
had been eliminated at the time the dividends were paid. 
Thus in this case we see the government taking a position 
directly opposite to its position before this court and in- 
sisting that dividends declared before the elimination of a 
March 1, 1913 deficit by subsequent earnings are distribu- 
tions of capital. If the dividends were distributions of 
capital for invested capital purposes they certainly can- 
not be simultaneously treated as distributions from earn- 
ings or profits taxable to the recipients. Nor do we believe 
that the government would have taken such an inconsistent 
position.” We believe that this case demonstrates that at 
least as late as this decision (1928) the government recog- 
nized that a March 1, 1913 deficit had to be restored before 
there could be any accumulated earnings or profits, re- 
gardless of the purpose for which the computation was 
made. 


That this was true for income tax purposes as well 
as for invested capital purposes is shown by an income 
tax ruling made in 1927 by the General Counsel of the 
Bureau of Internal Revenue (G. C. M. 1552, VI-1 CB 10) 
in which he stated: 


*See I. T. 3765, 1945-CB 270, where a corporation had an op- 
erating deficit during the years 1936 to 1943 and in each of the 
Years made distributions in amounts not exceeding the eurrent 
earnings of the respective years which were taxable as dividends. 
Seetion 718 (b) (1) of the Internal Revenue Code provides that 
invested capital must be reduced by distributions made prior to 
the tuxable year which are not out of accumulated earnings or 
profits. Nevertheless, it was held that Congress did not intend 
“‘to tax distributions as being out of a corporation’s earnings or 
profits and, at the same time, provide for a reduction of equity 
invested capital by the amount of such distributions as being out 
of eapital.”’ 
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‘‘The term ‘dividend’ is defined by Section 201(a) 
of the Revenue Act of 1926 as any distribution made 
by a corporation to its shareholders, whether in 
money or in other property, out of its earnings or 
profits accumulated after February 28, 1913. Al- 
though it is provided in section 201(b) that for the 
purposes of the Act every distribution is made out 
of earnings or profits to the extent thereof, and from 
the most recently accumulated earnings or profits, 
there can be no accumulation of profits until an 
operating deficit is made good. As there was no 
surplus from which a dividend could have been paid, 
it necessarily follows that the distribution must have 
been out of capital.’’ (Italics added.) 


3. The basis of the government’s contention was repudiated by 
the Supreme Court in the Canfield case. 


Fundamentally, the contention now advanced by the 
government involves the concept that a line is drawn on 
March 1, 1913 and that a new start is made on that date, 
everything on the other side of the line being ignored. 
From this the government concludes that, to determine 
earnings or profits accumulated since March 1, 1913, 
it is merely necessary to strike a balance of gains and 
losses since that date. This is the same contention that 
was advanced in Helvering v. Canfield, 291 U.S. 1638 
(1934). In that case the company had an earned surplus 
of $4,332,684.78 on March 1, 19135. Its fiscal year ended on 
February 28, and for the vear ending in 1914 it had a 
profit of $4,594.62, for the vear ending in 1915 a loss of 
$193,139.67, for the year ending in 1916 a loss of $211,- 
707.32, and profits thereafter. The question involved was 
whether the losses of 1915 and 1916 reduced the earned 
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surplus as of March 1, 1913, or whether they should be 
carried forward and deducted from profits of years sub- 
sequent to 1916 in determining ‘‘earnings or profits ac- 
cumulated since February 28, 1913.’’ The taxpayer con- 
tended that for income tax purposes there were two dis- 
tinct periods, (1) that period prior to March 1, 1913, and 
(2) that period after March 1, 1913, and that the accumu- 
lations for each period constituted ‘‘a fixed and static 
amount, not to be changed by the happenings after the 
end of the period.’’ He accordingly concluded that the 
losses of 1915 and 1916 must be deducted from profits of 
subsequent years in ascertaining earnings accumulated 
since March 1, 1913. But the Supreme Court refused so 
to read the statute. The court held that the losses of 
1915 and 1916 reduced the earned surplus existing on 
March 1, 1913 and did not have to be restored by subse- 
quent profits. Thus the ‘‘earnings or profits accumu- 
lated since February 28, 1913’’ were determined to be 
greater than the balance of gains or losses since that date 
by the amount of the losses which were charged back to 
the earned surplus as of March 1, 19185. This ease there- 
fore conclusively establishes that the concept of the 
government in the instant case—namely, that it is merely 
necessary to strike a balance of post-1913 gains or losses 
in order to determine earnings accumulated since March 
1, 1918—is fallacious. 


If accumulated earnings as at March 1, 1913 still remain 
available to absorb subsequent operating losses, then it 
must certainly follow that an operating deficit as of March 
1, 1913 likewise remains available to absorb subsequent 


15 


earnings. In order to hold that earned surplus as of 
March 1, 1913 remained available to absorb losses occur- 
ing after that date, the court in the Canfield case had to 
overcome the effect of the statutory provision (section 
201(b), Act of 1921) that distributions of pre-1913 earn- 
ings may be made exempt from tax after post-1913 earn- 
ings have been distributed. But there is no corresponding 
difficulty in holding that an operating deficit as of March 
1, 1913 remains available to absorb subsequent earnings. 
On the contrary, such a decision is compelled by the fact 
that to ignore the operating deficit is to tax as income that 
which in reality is a distribution of capital. That the court 
in the Canfield case would have recognized this impelling 
reason for reaching the conclusion that a March 1, 1913 
operating deficit must be absorbed by subsequent earnings 
is indicated by the following statement made in answer to 
the argument that pre-19135 earnings, because of the statu- 
tory provision that they could be distributed free of tax, 
really constituted capital: 

‘“The argument that the surplus of March 1, 1913, 
constituted capital is unavailing. We are not here 
concerned with capital in the sense of fixed or paid- 
in capital, which 1s not to be wmpaired, or with the 
restoration of such capital where there has been im- 


pairment. No case of impairment of capital is pre- 
sented.’’ (Italies added.) 


4. The only authorities on the point are contrary to the govern- 
ment’s position. 


The only case in which this question has been squarely 
decided is Chapman v. Anderson, 11 Fed. Supp. 913 (D.C. 
N.Y. 1935), but even there the government did not con- 
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tend that the operating deficit existing on March 1, 1913 
did not have to be restored by subsequent earnings,* it 
merely contended that the deficit had been eliminated by 
unrealized appreciation. In that case a corporation had an 
operating deficit of $957,235.15 on March 1, 1913. Sub- 
sequent to 1913 it had substantial earnings and it declared 
three dividends of $80,000 each on March 2, 1925, July 15, 
1925 and January 12, 1926. The plaintiff argued that as 
of the dates of the two dividends declared in 1925 the 
deficit as of March 1, 1913 had not vet been completely 
eliminated by subsequent earnings, and that it was not 
until the dividend of January 12, 1926 that the deficit as 
of March 1, 1913 had been completely eliminated, there 
being on that date a surplus of $48,845.92. Accordingly, 
the plaintiff contended that of the three dividends to- 
talling $240,000 only $48,845.92 was subject to tax. The 
vovernment contended that appreciation in value of the 
ecorporation’s assets as of March i, 1913 in the amount 
of $274,838.97 should be applied in reduction of the oper- 
ating deficit of $957,235.15, with the result that such 
operating deficit would have been eliminated by subse- 
quent earnings prior to the dividend declared on March 
2, 1925, and that therefore all three dividends were fully 
taxable. The court first considered the question as to 
whether the March 1, 1918 operating deficit had to be 
restored by subsequent earnings, since if it did not, it 
was immaterial whether the unrealized appreciation did 


“It thus appears that ‘‘the long-standing practice of the Bureau 
to not require that a pre-1913 deficit be eliminated * * *’’ (Pet. 
Brief, note 5, p. 26) does not antedate the vear 1935. Presumably it 
originated with the amendment to section 115(a) made in 1936, 
and discussed infra, p. 25 et seq. 
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or did not reduce the operating deficit. After quoting 
section 201(a) of the Act of 1926, defining the term ‘‘divi- 
dend’’ to mean distributions out of ‘‘earnings or profits 
accumulated after February 28, 1913’’, the court quotes 
section 201(d) as follows: 

‘‘(d) If any distribution (not in partial or com- 
plete liquidation) made by a corporation to its share- 
holders 1s not out of increase in value of property 
accrued before March 1, 1913, and is not out of earn- 
mgs or profits, then the amount of such distribution 


shall be applied against and reduce the basis of the 
stock * * *.’’ (Italics added.) * 


The court then came to the conclusion that the operating 
deficit must be restored, stating that 


“Tt seems clear that, unless an operating deficit or 
impairment of capital has been made good out of 
subsequent earnings or profits, any distribution of 
(on) stock is not a ‘dividend’ under 26 U.S.C.A., 
paragraph 932, supra.’’ (Italics added.) 


Having concluded that the operating deficit as of March 
1, 1913 must be restored by subsequent earnings before 
the corporation could have any accumulated earnings or 
profits available for dividends, the court considered the 
second question involved in the case and determined that 
the March 1, 1913 deficit did not have to be reduced by 
the unrealized appreciation as of March 1, 1913. Accord- 
ingly the court held that of the three dividends totalling 


*The court does not comment upon this statutory provision but 
its significance is plain, viz., if a distribution is not out of earn- 
ings or profits it reduces the basis of the stock because it is a 
capital distribution. Henee there must be earnings or profits in 
order to have a taxable dividend. 
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$240,000 only $48,845.92 was subject to tax, this being the 
amount of earnings available after the elimination of 
the entire operating deficit as of March 1, 1913 by subse- 
quent earnings. The court thus held squarely that the 
operating deficit as of March 1, 1913 had to be restored by 
subsequent earnings or profits before there were any 
accumulated earnings or profits available for dividends.* 


In referring to Chapman v. Anderson, Randolph Paul 
in ‘‘Selected Studies in Federal Taxation, Second Sertes”’, 
states (page 177): 

‘“* * * Tt was held therein that a write-up of assets 
in 1925 to reflect their true value as of March 1, 1918, 
did not constitute ‘earnings or profits’ which could 
be applied to reduce a March 1, 1913, operating deficit 
so as to render a subsequent distribution taxable as 
having been made from surplus. 


It cannot be said too often that the question we are 
discussing is what the statute means, not what Con- 
gress might have provided. It might perhaps have 
provided that a distribution of anything other than 
contributed capital was a dividend. A much more 
circumscribed purpose appears.’’ (Italics added.) 


Again, on page 166: 

‘“It may be * * * it would be constitutional, as in- 
timated in the Cummings case, to treat as dividends 
all corporate distributions except distributions of 
capital contributed by the stockholders.’’ (Italics 
added.) 


*It seems clear that the government is in error in asserting (Pet. 
Brief, p. 28) that “‘the court entirely missed the significance of 
what if was deeiding, sub silentio * * *,”’ 


oe 


The following statement appears in Mertens ‘‘Law of 
Federal Income Taxation’’, paragraph 9.30, Volume I, 
page 463: 

““An umpatrment of capital by an operating deficit 
accumulated prior to March 1, 1913, must be made 
good, however, out of subsequent earnings. It is 
immaterial that although an operating deficit existed 
at March 1, 1913, the corporation had substantial 
unrealized increase in value of its properties on that 
date.’’ (Italics added.) 


Paragraph 9.30 of Mertens, in which the foregoing 
quotation appears, 1s cited as an authority by the Su- 
preme Court in Commissioner v. Phipps, 336 U.S. 410 
(1949). In that case the Supreme Court made the fol- 
lowing statement (p. 418): 


‘“* * * Briefly stated, in the case of a distribution 
to a corporation with a deficit for either current or 
prior losses, the corporation receiving the distribu- 
tion has no * * * earnings or profits available for 
eurrent distribution until current income exceeds 
current losses, and no accumulated earnings or prof- 
wuts until its actual deficit from prior losses 1s erased. 
See 1 Mertens, Law of Federal Income Taxation, 
Paragraph 9.30, and cases cited therein, n. 44 et 
seq. * * *’’ (Italies added.) 


5. Comparison of provisions of earlier statutes shows conclu- 
sively that all operating deficits must be restored before 
earnings or profits are available for dividends. 


The following statutory analysis will conclusively dem- 
onstrate the correctness of our contention that an operat- 
ing deficit as of March 1, 1915 must be restored by sub- 
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sequent earnings before there are any accumulated earn- 
ings or profits available for dividends. In the ease of 
Chapman v. Anderson, supra, it will be noted that the 
court quoted section 201(d) of the Act of 1926, which 
provides that if a distribution by a corporation is not 
out of increase in value of property accrued before March 
1, 1913 and is not out of earnings or profits, then the 
amount of such distribution shall be applhed against and 
reduce the basis of the stock. This section of the 1926 
Act is identically the samme as section 201(d) of the Act 
of 1924. The Congressional Committee reports on the 
Revenue Bill of 1924 of both the House and the Senate 
contain the following explanation of this provision (re- 
printed in 1939-1 (Part 2) C. B. 250, 274): 


“This subdivision provides that amounts distrib- 
uted by a corporation which do not constitute disiri- 
butions of earnings or profits or imerease in value 
of property accrued prior to March 1, 1913 (such as 
distributions out of unrealized appreciation in value 
of property or out of depreciation or depletion re- 
serves) constitute a return of capital to the stock- 
holders and are taxable to him only if, as, and to the 
extent that they exceed the basis of his stock.’’ 
(Italies added.) 


It is apparent from section 201(d) of the 1924 Act and 
the Congressional explanation thereof that a distribution 
which is not a distribution of earnings or profits, or in- 
crease in value of property accrued prior to March 1, 
1915, 1s a capital distribution which is taxable only if, 
as, and to the extent that it exceeds the basis of the 
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stockholder’s stock.* Therefore a distribution which is 
not a distribution of earnings or profits cannot be taxed 
as a dividend. 


In order to answer the foregoing argument the govern- 
ment must of necessity contend that the words ‘‘earnings 
or profits’? appearing in the statutory phrase ‘‘and is 
not out of earnings or profits’’ in section 201(d) of the 
Act of 1924 and corresponding sections of all succeeding 
statutes down to 19386 (when the phrase was changed) 
should be interpreted as though they read ‘‘earnings or 
profits accumulated after February 28, 1913.’’ But the 
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words ‘‘earnings or profits’’ are used without limitation, 
and it is clear from a consideration of the statute and 
the Congressional Comiittee reports referred to that 


the words ‘‘ 


earnings or profits’’ cannot possibly be con- 
strued as though they were followed by the phrase ‘‘ac- 
cumulated after February 28, 1913.’’ However, the fol- 
lowing analysis of the dividend provisions of the Revenue 
Acts of 1921 and 1924 will conclusively demonstrate that 
the words ‘‘earnings or profits’’, as used in section 
201(d) of the 1924 Act and in the Congressional Com- 
mittee reports explanatory thereof, are used without 
limitation as meaning all earnings or profits whether be- 
fore or after March 1, 1913. This analysis will be sim- 
plified if the pertinent sections of the Acts of 1921 and 
1924 are set forth in parallel columns as follows: 


*Section 201(d) of the 1924 and 1926 Revenue Acts was con- 
tinued in the same form as section 115(d) in the subsequent Reve- 
nue Acts, except that in 1936 the phrase “‘and is not out of earn- 
ings or profits’’ was changed to read ‘‘and is not a dividend’’. 
This change was necessitated by the change oceurring in 1936 in 
the definition of a dividend to inelude distributions out of the 
earnings or profits of the taxable year. See diseussion mfra, p. 
2d et seq. 


Act of 1921 


“ee 20% 4a) That the 
term ‘dividend’ when used in 
ihis tithe * * * means any 
distribution made by a corpo- 
ration to its shareholders or 
members, whether in cash or 
in other property, out of its 
earnings or profits accumulated 
since February 28, 1913 * * *. 


(b) For the purposes of 
this Aet every distribution is 
made out of earnings or prot- 
most re- 


its, and from the 
eently accumulated earnings 
or profits, to the extent of 


such earnings or profits ac- 
cumulated sinee February 25, 
1913; but any earnings or 
profits accumulated or increase 
in value of property accrued 
prior to March 1, 1913; may 


be distributed exempt from 
the tax, after the earnings 


and profits accumulated since 
February 28, 1913, have been 
distributed. If any such tax- 
free distribution has been 
inade the distributee shall not 
be allowed as a _ deduction 
from gross income any loss 
sustamed from the sale or 
other disposition of his stock 
or shares unless, and then 
only to the extent that, the 
basis provided in section 202 


exceeds the sum of (1) the 
amount realized from the sale 
or other disposition of such 


stock or shares, and (2) the 
ageregate amount of such dis- 
{ributions reeeived bv him 
thereon. 
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Act of 1924 


‘‘See. 201. (a) The term 
‘dividend’ when used in this 
title * * * means any distribu- 
tion made by a corporation to 
its shareholders, whether in 
money or in other property. 
out of its earnings or profits 


accumulated after February 
28, Ole. 
(b) For the purposes of 


this Act every distribution is 
made out of earnings or prof- 
its to the extent thereof, and 
from the most recently aceu- 


mulated earnings or profits. 
Any earnings or profits ae- 
cumulated, or inerease’ in 


value of property accrued, he- 
fore Mareh 1, 19138, may he 
distributed exempt from tax, 
after the earnings and_ profits 
accumulated after February 


28, 19138, have been distrib- 
uted, but any such tax-free 
distribution shall be applied 


against and reduce the basis 
of the stock provided in see- 
tion 204. 


—— 


Act of 1921 


(No corresponding section. ) 


©) Any distrbition * * * 
made by a corporation to its 
shareholders or members oth- 
erwise than out of (1) carn- 
ings or profits accumulated 
since February 28, 1913, or 
(2) carnings or profits accu- 
mulated or inerease in value 
of property aecrued prior to 
March 1, 1913, shall be ap- 
plied against and reduce the 
basis provided in section 202 
for the purpose of aseertain- 
ing the gain derived or the 
loss sustained from the sale or 
other disposition of the stock 
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Act of 1924 


(c) (This relates to dis- 
tribution in partial or com- 
plete liquidation and is not 
material to this discussion. ) 


(d) If any _— distribution 
(not in partial or complete 
liquidation) made by a cor- 
poration to its shareholders 
is not out of inerease in value 
of property aecrued — before 
March 1, 19138, and is not out 
of earnings or profits, then the 
amount of such distribution 
shall be applied against and 
reduee the basis of the stoek 
provided in section 204, and 
if in exeess of such basis, such 
excess shall be taxable in the 
same manner as a gain from 
the sale or exchange of prop- 


or shares by the distributee.’’ erty. * * *’’ (Italies added.) 


(Italies added.) 

Turning our attention first to the foregoing provisions 
of the Act of 1924, it will be seen that subsection (a) 
deals with earnings or profits accumulated after Febrnary 
28, 1913, and provides that they shall constitute taxable 
dividends. A portion of subsection (b), which we shall 
call subsection (b-1), deals with distributions from earn- 
ings or profits accumulated before March 1, 1913, and 
provides that such distributions will reduce the basis of 
the stock. The remainder of subsection (bh), which we 
Shall call subsection (b-2), deals with distributions from 
increase in value of property accrued before March 1, 
1913, and provides that such distributions will reduce the 
basis of the stock. Subsection (¢) deals with distributions 


in partial or complete liquidation. 
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Subsection (d) then provides that if a distribution 
does not come within any of the previous subsections, 
namely, subsections (a), (b-1), (b-2), or (c), then the 
distribution will reduce the basis of the stock. It aeccom- 
plishes this in the following manner: 

It first disposes of subsection (c) by stating that the 
distribution is ‘‘uot in partial or complete bquidation’’. 
It then disposes of subsection (b-2) by stating that the 
distribution is ‘‘not out of increase in value of property 
accrued before March 1, 1915’. It then disposes of sub- 
section (b-1), relating to earnings or profits accumulated 
before March 1, 1918, and all of subsection (a), relating 
to earnings or profits accumulated after February 28, 
1913, by providing that the distribution is ‘‘not out of 


earnings or profits.’’ 


Congress in subsection 201(c) of the 1921 Act, in 
stating that if a distribution was not covered by subsec- 
tions (a) and (b) of that Act it would reduce the basis 
of the stock, repeated subsections (a) and (b) Jiterally. 
dut in subsection (da) of the 1924 Act Congress deliber- 
ately changed the language of the corresponding section 
of the 1921 Act (subsection (c)), and instead of stating 
that if a distribution was not out of earnings or profits 
accumulated since February 28, 1913, and was not out 
of earnings or profits accumulated before March 1, 1913, 
it would reduce the basis of the stock. Congress stated 
that if the distribution was not out of earnings or profits 
it would reduce the basis. This is conclusive proof that 


‘ 3 


the words ‘‘earnings or profits’’ are used without Jimita- 
tion in subsection (d) of the 1924 Act and mean earnings 
or profits whenever acquired, either before or after March 


, 2OnS. 
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It follows, therefore, that if Oceanic had declared a divi- 
dend prior to its liquidation, for example, in 1935, this 
dividend under the applicable provisions of section 115(d) 
of the Act of 1954 (identically the same as section 201(d) 
of the Act of 1924) would clearly have been a distribu- 
tion of capital specifically required by the statute to be 
apphed in reduction of the basis of the stock, since it 
would not have been a distribution of earnings or profits* 
nor a distribution out of increase in value of property 
accrued before March 1, 1910. Being a distribution of 
capital to be applied in reduction of the basis of the 
stock, it could not at the same time have been a dividend 
as defined by section 115(a). It is clear, therefore, that 


») 


unless a corporation has ‘‘earnings or profits’’ it cannot 
have ‘‘earnings or profits accumulated after February 


28, 1913”. 


6. The addition in 1936 of Part (2) of the definition of a divi- 
dend does not change the meaning of Part (1). 


The government may argue that the foregoing statu- 
tory analvsis is entirely beside the point because the In- 
ternal Revenue Code was in effect in 1939 and 1940 
when the dividends in question were declared by the 
Spreckels Company, and section 115(d) of the Internal 
Revenue Code, as well as section 115(d) of the 1956 Aet 
when Oceanic was liquidated, both change the phrase 
‘Sand is not out of earnings or profits’’ to read ‘‘and is 
not a dividend’’, so that the pertinent portion of the sec- 


tion then read: 


*Except to the extent of the small amount of earnings or profits 
which might then have been on hand after eliminating the deficit 
as of March 1, 1913. 
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“(d) Other Distributions From Capital.—tltf any 
distribution made by a corporation to its shareholders 
is not out of increase in value of property accrued 
before March 1, 1913, and is not a dividend, then the 
amount of such distribution shall be apphed against 
and reduce the adjusted basis of the stock * * *.” 


The change in the wording of this section was necessi- 
tated by the change in the definition of a dividend made 
by section 115(a) of the Act of 1936. This section 
(115(a)) added a new provision to the definition by which 
distributions from the carnings or profits of the taxable 
vear were subjected to tax without regard to the exist- 
ence of an operating deficit at the beginning of the year. 
Since a stockholder’s basis should not be reduced if he 
was subjected to tax on the distribution, it was necessary 
to make the foregoing change in section 115(d). After 
the change made in 1936 the pertinent portion of the 
definition of a dividend, as contained in section 115(a) 
of the Act of 1936 and the Internal Revenue Code, read 
as follows: 

‘€(a) Definition of Dividend.—The term ‘dividend’ 
when used in this title... means any distribution 
inade by a corporation to its shareholders, whether 
in money or in other property, (1) out of its earnings 
or profits accumulated after February 28, 1913, or 
(2) out of the earnings or profits of the taxable vear 
(computed as of the close of the taxable year with- 
out diminution by reason of any distributions made 
during the taxable vear), without regard to the 
amount of the earnings and profits at the time the 
distribution was inade.’’ 


The change consisted of the addition of Part (2) to the 
definition. Why was this change made? The answer 1s 


27 


found in the provisions relating to the new surtax on the 
undistributed profits of corporations first imposed by the 
Act of 1936,* which, in the computation of the annual un- 
distributed net income upon which the tax was imposed, 
allowed a credit only for dividends paid which were tax- 
able in the hands of the recipient. Accordingly, a corpo- 
ration which had no earnings or profits available for divi- 
dends would find itself subject to this new surtax even 
though it distributed all of its current earnings, since 
such distributions would not be taxable to the recipients 
(see Foley Securities Corp. v. Commissioner, 106 F.2d 731, 
CCA 8, 1939). The purpose of the change in the definition 
of a dividend was to avoid this inequitable result, as ex- 
plained in the report of the Senate Finance Committee 
relating to the Act of 1936, and reprinted in 1939-1 (Part 
2), C. B. page 689, as follows: 

‘‘In order to enable corporations without regard 
to deficits existing at the beginning of the taxable 
vear to obtain the benefit of the dividends-paid credit 
for the purposes of the undistributed-profits surtax, 
section 115(a) changes the definition of a dividend 
so as to include distributions out of the earnings or 
profits of the current taxable vear. The amendment 
simplifies the determination by providing that dis- 
tributions during the year, not exceeding in amount 
the current earnings, are dividends constituting tax- 
able income to the shareholder and a dividends-paid 
credit to the corporation. As respects such dividends 
the complicated determination of accumulated earn- 


*This tax, which was designed to foree corporations to distribute 
their profits by placing a graduated tax on undistributed income, 
proved to be impracticable and was abandoned, there being no 
similar tax enacted with the succeeding Revenue Act in 1938. 
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ings or profits is rendered unnecessary.’’ (Italics 
added.) 


Thus the change in the definition of a dividend which 
was made in 1936, which change is contained in Part (2) 
of the definition, can have no possible effect upon the 
meaning of the preceding words in Part (1) of the defini- 
tion which had remained unchanged ever since the Revenue 
Act of 1916. The change merely resulted in subjecting 
to tax distributions out of the earnings or profits of the 
current year if such distributions are made within the 
year. No problem of accumulated earnings or profits is 
involved. Since the change in 1936 a dividend is payable 
first out of the earnings or profits of the current vear, but 
if there are no such profits, or if the distribution exceeds 
such profits, then recourse must be had to ‘‘earnings or 
profits accumulated after February 28, 1915’’—and when 
this point is reached, it is our contention that the amount 
of such earnings or profits are necessarily ascertained in 
the same manner as they would theretofore have been 
ascertained under each of the Revenue Acts beginning 
with the Act of 1916. Certainly it cannot be assumed 
that Congress, having used the identical words, intended 
to change their meaning. 


C. THE GOVERNMENT'S CONSTRUCTION RAISES THE QUES- 
TION OF CONSTITUTIONALITY OF THIS SECTION AS 
APPLIED TO THE FACTS OF THIS CASE. 


The foregoing statutory analysis has demonstrated be- 
yond question that the correct interpretation of the words 
‘earnings or profits aceumulated after February 28, 
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1913’’ is that first, there must be earnings or profits, and 
secondly, in the computation of earnings or profits all 
earnings or profits accumulated prior to March 1, 1913 
are to be eliminated.* The construction contended for by 
the governinent immediately raises the question of consti- 
tutionality. It is our contention that section 115(a) of the 
Internal Revenue Code is unconstitutional if it is con- 
strued to impose an income tax upon distributions which 
are in excess of current earnings and where the corpora- 
tion has no accumulated earnings or profits. Under such 
circumstances it is our contention that any distribution is a 
return of capital and therefore not within the terms of the 
Sixteenth Amendment to the Constitution granting to 
Congress the power ‘‘to lay and collect taxes on incomes 
* * **” and accordingly a tax violative of Section 2 of 
Article I of the Constitution as being a direct tax not 
apportioned among the several states. (Pollock v. Farmers 
Loan & Trust Co., 157 U. 8S. 429 (1895).) 


We note that the government does not believe that the 
construction of the statute for which it contends raises 
a constitutional question, apparently relying on the fact 
that the validity of the amendment made in 1936 taxing 
distributions from current earnings, even though a deficit 
in accumulated earnings or profits may exist, has never 
been questioned. But we are of the opinion that, in so far 
as constitutionality is concerned, a distinction may well 
be drawn between the taxation of distributions made from 
current earnings within the same vear that such earnings 
are realized, and distributions which exceed such current 


*Exeept to the extent thal they are absorbed by subsequent losses 
as held in the Canfield case, supra, 
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earnings and made at a time when there are no accumu- 
lated earnings to which resort may be had. Consideration 
was given to this problem at the time of entering into the 
Stipulation of Facts upon which these cases were tried 
below, and the three fimms of attorneys then representing 
the various stockholders concluded not to contest the im- 
position of the tax with respect to dividends declared by 
the Spreckels Company out of its current earnings for the 
years involved, but only to contest the taxation of dis- 
tributions which exceeded current earnings. This con- 
clusion was based upon the conviction that the correct 
analysis of the statutory provisions involved leads ir- 
resistibly to the conclusion that unless a corporation has 


’? it cannot have ‘‘earnings or profits 


‘‘earnings or profits 
accumulated after February 28, 1913’’. Thus under the 


issues as tried no constitutional question would arise. 


D. CORRECTION OF MISCELLANEOUS ARGUMENTS IN 
GOVERNMENT’S BRIEF. 


1. This case does not involve a claim for exemption from tax. 


The government contends that the taxpayers here are 
claiming an exemption from tax, and refers to the well- 
known principle that exemptions are to be strictly inter- 
preted and the taxpayer ‘‘inust show that he has plainly 
been touched by the legislative grace’’ (Pet. Brief, pp. 
15-21). The taxpayers here are not claiming that they are 
exempt from the tax, nor that their incomes are exempt 
from the tax. They are not asking for special treatment 
in any respect, so that it could be said that they claim to 


2) 


have been ‘‘touched by the Jegislative crace. They are 
: £ S$ : 
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merely contending that Congress did not intend to levy 
a tax on a return of capital. 


2. The Tax Court’s decision does not render any words in the 
statute meaningless. 


The government in its brief argues that to construe the 
statute as the T’'ax Court has done in its decision in this 
ease is to render completely meaningless the words ‘‘accu- 
mulated after February 28, 1913’’. It is stated that in so 
limiting the definition of a dividend Congress could not 
have been seeking to protect a pre-1913 surplus from being 
taxed as a dividend when distributed because such protec- 
tion is provided by section 115 (b). (Pet. Brief, pp. 12- 
13.) There are two answers. First, when a dividend was 
first defined in the 1916 Act (section 2(a)) that Act con- 
tained no section corresponding to section 115 (b). Such 
a section was first added in 1917 (section 51 (b) of the 
1916 Act, as added by section 1211 of the 1917 Act). Sec- 
ondly, if section 115 (a) read that ‘‘the term dividend 
means any distribution by a corporation out of its earn- 
ings or profits’’, it would necessarily mean that all divi- 
dends from earnings or profits are subject to tax, and this 
would needlessly conflict with section 115 (b) which ex- 
empts from tax distributions of pre-1913 earnings. 


3. Government’s quotation from Foster case is misleading. 

The quotation from Foster v. United States, 303 U. S. 
118, set forth on page 19 of the government brief, is mis- 
leading unless read in the light of the obviously tax- 
dodging scheme under consideration by the court. In that 
case a family corporation redeemed 25% of its stock 
by paving $1,025,000 therefor, and some months thereafter 
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declared a dividend of $225,000. The contention was ad- 
vanced that this dividend was subject to tax only to the 
extent of the small amount of earnings accruing to the 
corporation between the date of the redemption of the 
stock and the date of the dividend. At the time of the 
redemption of the stock the corporation had undistributed 
earnings in the amount of $353,578.98, far in excess of the 
subsequent dividend, but the plaintiff argued that this 
amount was completely eliminated by the statutory pro- 
vision (section 115(b), Act of 1928) that ‘‘every distribu- 
tion is made out of earnings or profits to the extent there- 
of, and from the most recently accumulated earnings or 
profits.’’ Plaintiff then relied upon the further provision 
of the same section of the statute that earnings or profits 
accumulated before March 1, 1918 mav be distributed 
exempt from tax after earnings and profits accumulated 
after February 28, 1918 had been distributed. The Su- 
preme Court held that the payment made in redemption 
of the stock was not a distribution of earnings or profits 
within the meaning of the statute, and the language quoted 
in respondent’s brief merely expresses the court’s opinion 
of this scheme to avoid taxation. 


E. THE CASES PRIMARILY RELIED UPON BY THE 
GOVERNMENT ARE NOT IN POINT. 


The government has misinterpreted the decision of the 
Court of Appeals for the Second Circuit in Hadden v. 
Commissioner, 49 F.2d 709 (1931). Because of the great 
importance which the government attaches to this case 
(Pet. Brief, pp. 25-26) it will be necessary to examine 
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the facts and the decision in some detail. The case was 
tried before the Board of Tax Appeals with the companion 
ease of Annie P. Kountze, 17 B. T. A. 928, and the Hadden 
ease (which is reported at 17 B. T. A. 956) refers to the 
Kountze case for the facts relating to the dividend issue. 
Thus the facts here set forth are contained in either the 
Kountze case or the Court of Appeals decision in the 
Hadden ease. United Thacker Coal Co. was organized in 
1903 and in January 1904, acquired approximately 56,000 
acres of undeveloped coal lands which it continued to own 
until the latter part of 1917. It did not remove and sell 
any coal and between 1904 and 1917 the company had very 
little income but did have substantial expenses, with the 
result that at Mareh 1, 1913 it had a deficit in excess of 
$500,000. From that date until April 30, 1917 it sustained 
an operating loss amounting to $329,549.22. Between 
April 30, 1917 and December 22, 1917, the date the divi- 
dends in question were declared, it realized a profit of 
$735,300 from the sale of some of these coal properties, 
which profit was calculated on March 1, 1913 values. There 
were other expenses during the period from April 30 to 
December 22, 1917 amounting to $329,350.91, so that the 
net income before taxes was $405,949.09. Subtracting ac- 
erued income taxes in the amount of $54,550.28 leaves a 
net income for the period April 30, 1917 to December 22, 
1947 of $354,398.51. 


On the foregoing facts the taxpayers contended before 
the Board of Tax Appeals in the Hadden case that since 
the net income of $351,398.81 was considerably less than 
the March 1, 1913 deficit plus the losses thereafter oecur- 
ring up to April 30, [917 in the amount of $329,549.29, 
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it followed that there could be no earnings or profits ac- 
crued since March 1, 1913. But in a decision reviewed 
by the Board without dissent the Board pointed out that 
the petitioners’ computation of earnings or profits avail- 
able for dividends was based on the use of March 1, 1913 
values and that whereas this method was proper for the 
determination of income subject to income tax, in ascer- 
taining whether over a corporation’s entire life it has 
earnings or profits available for dividends the computa- 
tion inust be based on cost. In this connection the Board 
hid (17 B. T. A. 931): 
‘x * * The petitioner contends that at the time of the 
distribution, the company had no surplus or undivided 
profits of any kind. The facts in evidence fail to sup- 
port this contention, as 1s demonstrated by a proper 
computation to arrive at the correct surplus, if any, of 
the corporation on December 22, 1917. In such com- 
putation the profit from the sale of property deter- 
mined by the use of March 1, 19138, value which was 
in excess of cost, should not be used alone to offset 
deficits which occurred both before and after March 1, 
1915, because the statute contains no provision for the 
use of March 1, 1913, value in this connection. On the 
contrary, the profit from the sale in 1917 which should 
be used to offset operating deficits occurring both 
before and after March 1, 1913, in computing the cor- 
reet surplus of the company on December 22, 1917, 
should be determined by using the cost of the prop- 
erty sold. In this way only can we determine whether 
or not on December 22, 1917, the corporation had any 
surplus or undivided profits available for the payment 
of dividends. 


‘“We can not make such a computation in the 
present case because we do not know the cost of the 
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property sold. For example, if it had cost only 
$2,000,000, the correct book profit from the sale which 
should be used in wiping out all past operating 
deficits would be far more than sufficient for the pur- 
pose. * * *’’ (Italics added.) 


Although it is clear from the foregoing extract that the 
Board was of the opinion that there could be no earnings 
or profits available for dividends until all past operating 
deficits had been wiped out, including the deficit as of 
March 1, 1913, nevertheless the Board concluded that it 
was unable to determine from the record that the Com- 
mnissioner had erred in holding that certain portions of 
the distribution received from the coal company in 1917 
by Luther Kountze (for whom Hadden was executor) 
were taxable to him. The reason given by the Board for 
being unable to determine this question was that the 
record failed to disclose the number of shares outstanding 
at the date of the dividend. 


An appeal was taken by the taxpaver in the Hadden 
case to the Court of Appeals for the Second Cireuit, but 
apparently no appeal was taken in the Kountze case. 
There were other issues involved in the case but in so 
far as the dividend issue was concerned the taxpayer 
made no contention before the Court of Appeals that the 
deficit on March 1, 1913 had not been restored, but after 
setting forth the figures discussed above with respect 
to gains and losses thereafter realized he contended that 
from the net income of $351,598.81 for the period April 
30, 1917 to December 31, 1917 there should be deducted 
the losses realized from March 1, 1918 to April 30, 1917 
in the amount of $329,549.22, leaving an amount available 


36 


for dividends on December 22, 1917 of $21,849.59. Luther 
Kountze’s share* of this was $6,086.64, which the taxpaver 
contended was the amount of the taxable distribution 
received. Bearing in mind that the tax on this amount 
at 1917 rates would be very low (in fact it would not 
exceed $500 if we assume the taxpaver’s income did not 
exceed $100,000), it is apparent that rather than attempt 
to prove the original cost of all the property sold in 1917 
the taxpayer had concluded to abandon the argument 
that the deficit as of March 1, 1913 had not been fully 
restored. In ascertaining the earnings or profits which 
had accrued since 1913 it is proper to use March 1, 1913 
values and accordingly the taxpayer was able to demon- 
strate that the amount involved was so small as not to 
warrant the expense of establishing original cost, par- 
ticularly in view of the fact that the books of the cor- 
poration had been destroyed by fire in 1912. On the other 
hand, the Conunissioner had nothing to gain by attempt- 
ing to increase earnings or profits over the corporation’s 
entire life by reducing original cost since the increase 
would merely represent an increased realization of March 
1, 1915 appreciation and consequently tax free when 
distributed (section 115(b)). Thus before the Court of 
Appeals both parties agreed to take the position that 
the dividend issue could be determined by taking into 
consideration only the gains and losses realized since 
March 1, 1915. The Court of Appeals agreed with the 
taxpayer’s position that the taxable dividend which he 


*On the appeal the Commissioner stipulated with respect to the 
number of shares outstanding at the date of the dividend and ac- 
cordingly this cured the defect in the record which prevented the 
Board from arriving at the same conelusion as the Court of 
Appeals. 


had received was $6,086.64. It is apparent that the 
language quoted in the government brief must be read 
in the light of the fact that the only matter before the 
court, in so far as the dividend issue was concerned, was 
the ascertainment of the earnings or profits of the eor- 
poration for the period March 1, 1913 to December 22, 
1917. In considering this question the court pointed out 
that there must be subtracted from the 1917 profits on 
the sale of land the losses sustained between March 1, 
1915 and April 30, 1917, and it was in support of this 
proposition that the Tax Court cited the ease (R. 76). It 
is clear, therefore, that the government erred in stating 
that the case stands for the ‘‘exact opposite’’ of the 
proposition for which it was cited by the Tax Court. The 
governinent was also in error in stating that the Tax 
Court overlooked completely the fact that the Cireuit 
Court did not deduct the $500,000 deficit as of March 1, 
1915, and that ‘‘the Tax Court’s reasoning embodies a 
patent non-sequitur’’. (Pet. Brief, pp. 25-26). 


The government also relies on Hoffman v. United 
Biates, 53 F.2d 282 (Ct. Cl. 1931), as a case in which 
the court assumed that a March 1, 1913 deficit did not 
have to be restored by subsequent earnings before there 
could be earnings or profits available for dividends. How- 
ever, the decision of the Court of Claims in this case, 
which involved the taxability of a dividend declared in 
1917, was based on a prior decision of that court in Blair 
v. United States. 63 Ct. Cl. 198 (1927), which held that 
a dividend paid in 1918 out of the current earnings of 
a corporation was taxable even though such current 


earnings were less than an operating deficit at the 
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beginning of the year. In the Hoffman case the Court 
of Claims had the same question before it, although the 
facts were somewhat more complieated, and followed the 
Blair case in holding that current earnings are subject 
to tax when distributed irrespective of prior operating 
deficits even though incurred since 1913. This explains 
its dictum quoted on page 27 of the government brief 
that if the profit of 1913 had been distributed in 1913, the 
distribution would have been taxable notwithstanding the 
existence of a prior operating deficit. 


The Court of Claims was, however, in error in its 
conclusion that current earnings are subject to tax when 
distributed irrespective of a prior operating deficit, and 
it has since become well established that the prior oper- 
ating deficit must be restored before there are accumu- 
lated earnings available for dividends. See for example 
Foley Securities Corp. v. Commissioner (C.C.A. 8, 1939), 
106 F.2d 731; Hadden v. Commissioner, supra; J. L. 
Washburn, 16 B.T.A. 1091 (1929); G.C.M. 1552, Wig 
eis, V0. 


In Foley Securities Corp. v. Commissioner, supra, 
Judge Sanborn, speaking for the Circuit Court of Ap- 
peals for the Kighth Cireuit, says, 106 F.2d 733: 

‘The taxpayer contends that, in computing the 
surtax, the Commissioner should have deducted, as a 
dividend, from its ‘adjusted net income’ the entire 
$42,575 which it had distributed to its shareholders. 
In support of this contention it cites Blair v. United 
plates, 65 Ct. Cl. 193, certiorari denied 275 UJ. 7m 
D046, 45 8. Ct. $4, 72 Li. Ed. 418, which, in effeet, held 
that a distribution to shareholders out of current 
earnings was a ‘dividend’, although the capital of 
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the corporation was impaired at the time the distri- 
bution was made. The Board of Tax Appeals has 
expressly refused to follow the Blair case (Washburn 
v. Commissioner, 16 B.T.A. 1091, 1098; Shorb v. 
Commissioner, 22 B.T.A. 644, 645), relying in part 
upon Willcuts v. Milton Datry Co., 275 U. 8. 215, at 
page 218, 48'S: Ct. 71, at page 72, 72 L. Md. 247, m 
which the Supreme Court said: ‘But it is a pre- 
requisite to the existence of ‘‘undivided profits’’ as 
well as a ‘‘surplus,’’ that the net assets of the cor- 
poration exceed the capital stock. Hence, where the 
capital is impaired, profits, though earned and _ re- 
maining in the business, if insufficient to offset this 
impairment do not constitute ‘‘undivided profits.’’ ’ 
The Supreme Court also held in that case that the 
words ‘undivided profits,’ as commonly understood, 
describe such part of the excess in value of the cor- 
porate assets as consisted of profits which had 
neither been distributed as dividends nor carried to 
surplus account.’’ 


In explaining its refusal to follow the Blair case, the 
Board of Tax Appeals in J. L. Washburn, supra, stated 
that 

‘ce ** The interpretation there placed upon Edwards 
v. Douglas, 269 U. S. 204, cited by the Court of 
Claims in support of its decision, can not be sus- 
tained in the light of the Supreme Court’s decision 
in Willcuts v. Milton Dairy Co., supra.’’ 


The decision of the Board of Tax Appeals in J. L. 
Washburn, supra, was written by its then Chairman, 
Judge Littleton, and was approved by the entire Board 
on this point. At the time of the decision of the Court 
of Claims in the HToffman ease, Judge Littleton had be- 
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come a member of the Court of Claims and wrote an 
opinion dissenting in part. Judge Littleton, of course, 
refused to agree with the opinion of the majority that 
current earnings are taxable when distributed irrespec- 
tive of the existence of a prior operating deficit. The 
majority being of the opinion, as we have stated, that no 
prior deficits need be restored, did not separately con- 
sider and pass upon the question as to whether or not 
the deficit existing as of March 1, 1913 in that case need 
be restored. Judge Littleton, since he was of the opinion 
that prior deficits must be restored, did have to give 
consideration to the operating deficit which existed at 
Mareh 1, 1913. In referring to the earnings for the 
period March 1, 1918 to December 51, 7913 he makes the 
statement that ‘‘this amount 1s insufficient to make up 
the deficit existing March 1, 1915, and thus create a sur- 


plus from which a dividend inight be declared * * *.”’ 


(Italies added.) 


After analvzing the accounts down through 1917 and 
adjusting for the difference between depletion on March 
1, 1915 values and depletion on cost, Judge Littleton 
finds that there were sufficient earnings to cover all divi- 
dends declared after restoring the March 1, 1913 deficit 
and that it was, therefore, unnecessary to take this deficit 
into account in the computations which are set forth in 
his opinion. Both the majority opinion and Judge Little- 
ton’s opinion contain tables showing the computation of 
earnings available for dividends subsequent to March 1, 
1913, and in order to keep his computation on a basis 
comparable to the computation contained in the majority 
opinion, Judge J.ittleton did not desire to inject into his 
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computation the restoration of the deficit existing on 
March 1, 1913 unless this was necessary. In his opinion 
Judge Littleton said: 


ce * * T have not considered the deficit existung at 
March 1, 1913, for the reason that at all times there 
was a surplus sufficient to extinguish the deficit and 
pay the dwidend. A dividend can, of course, only 
be paid when a surplus eaists, * * *.’’ (Italics added.) 


Thus the majority of the court in the Hoffman case 
gave no consideration to the question as to whether or 
not a March 1, 1913 deficit should be restored and this 
case can only be cited for the proposition, previously 
decided by the Court of Claims in the Blair case, that 
no prior deficit need be restored, even deficits which have 
been incurred since March 1, 1913. As we have seen, 
this proposition has since been discredited. 


CONCLUSION. 


It has been shown that the construction of the statute 
contended for by the government will lead to an economic 
absurdity in the instant case. It is also clear that this 
construction of the statute necessarily results in taxing 
as a dividend that which in actuality is a distribution of 
capital, thereby raising a constitutional question. It is 
accordingly apparent that such a construction of the 
statute should not be adopted unless no other construction 
is possible. But we have shown, we believe, that such 
a construction is not only contrary to well-recognized 
principles of corporation Jaw which require that impaired 


capital be restored before there can he earnings or profits 


available for dividends, but is also contrary to 
struction which must be given to the statute if conside 
tion be given to its historical development as set for 
herein. Such consideration conclusively establishes th 


an operating deficit existing on March 1, 1913 must t 
offset by subsequent earnings or profits before there ca 
be ‘‘earnings or profits accumulated after February 28 
1913.’’ 
The decision of the Tax Court of the United State 
should be affirmed. 
Dated, San Francisco, California, 
March 7, 1951. 
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Appendix 


c. 463, 39 Stat. 756: 


Sec. 2. (a) That, subject only to such exemptions 
and deductions as are hereinafter allowed, the net 
income of a taxable person shall include gains, profits, 
and income derived from salaries, wages, or com- 
pensation for personal service of whatever kind and 
in whatever form paid, or from professions, voca- 

tions, businesses, trade, commerce, or sales, or deal- 
ings in property, whether real or personal, growing 
out of the ownership or use of or interest in real or 
personal property, also from interest, rent, dividends. 
securities, or the transaction of any business carried 
on for gain or profit, or gains or profits and income 


Revenue Act of 1916, 


derived from any source whatever: Provided, That 
the term ‘‘dividends’’ as used in this title shall he 
held to mean any distribution made or ordered to be 
made bv a corporation, joint-stock company, associa- 
tion, or insurance company, out of its earnings or 
profits accrued since March first, nineteen hundred 
and thirteen, and payable to its shareholders, whether 
in cash or in stock of the corporation, joint-stock 
company, association, or insurance company, which 
stock dividend shall he considered income, to the 
amount of its cash value. 


Revenue Act of 1917, ¢. 63, 40 Stat. 300: 

Sec. 1211. That Title I of sueh Act of September 
eighth, nineteen hundred and_ sixteen, is hereby 
amended by adding to Part III six new sections, as 
follows: 


* * * * * * » 


see. Dl. (a) % « ® 


(b) Any distribution made to the shareholders 
or members of a corporation, joint-stock company, 
or association, or insurance company, in the year 
nineteen hundred and seventeen, or subsequent tax 
years, shall be deemed to have been made from the 
most recently accumulated undivided profits or sur- 
plus, and shall constitute a part of the annual in- 
come of the distributee for the year in which received, 
and shall be taxed to the distributee at the rates 
prescribed by law for the vears in which such profits 
or surplus were accumulated by the corporation, 
joint-stock company, association, or insurance com- 
pany, but nothing herein shall be construed as taxing 
any earnings or profits accrued prior to March first, 
nineteen hundred and thirteen, but such earnings or 
profits may be distributed in stock dividends or 
otherwise, exempt from the tax, after the distribution 
of earnings and profits accrued since March first, 
nineteen hundred and thirteen, has been made. This 
subdivision shall not apply to any distribution made 
prior to August sixth, nineteen hundred and _ seven- 
teen, out of earnings or profits accrued prior to 


March first, nineteen hundred and thirteen. 
* E * * * * * 


Internal Revenue Code: 

See. 115. Distributions by Corporations. 

(a) Definition of Dividend.—The tern ‘‘dividend”’ 
when used in this chapter (except in section 2038 (a) 
(3) and section 207 (c) (1), relating to insurance 
companies) means any distribution made by a ecor- 
poration to its shareholders, whether in money or 
in other property, (1) out of its earnings or profits 
accumulated after February 2S, 1918, or (2) out of 
the earnings or profits of the taxable vear (computed 


lil 


as of the close of the taxable vear without diminution 
by reason of any distributions made during the tax- 
able vear), without regard to the amount of the 
earnings and profits at the time the distribution was 
made. 


(b) Source of Distributions—For the purposes 
of this chapter every distribution is made out of 
earnings or profits to the extent thereof, and from 
the most recently accumulated earnings or profits. 
Any earnings or profits accumulated, or increase in 
value of property accrued, before March 1, 1913, may 
be distributed exempt from tax, after the earnings 
and profits accumulated after February 28, 1913, 
have been distributed, but any such tax-free distribu- 
tion shall be apphed against and reduce the adjusted 
basis of the stock provided in section 113. 

% * bg * % * * 

(d) Other Distributions from Capital.—If any 
distribution made by a corporation to its shareholders 
is not out of increase in value of property accrued 
before March 1, 1913, and is not a dividend, then 
the amount of sueh distribution shall be apphed 
against and reduce the adjusted basis of the stock 
provided in section 113, and if in excess of such 
basis, such excess shall be taxable in the same manner 
as a gain from the sale or exchange of property. 
This subsection shall not apply to a distribution in 
partial or complete liquidation or to a distribution 
which, under subsection (f) (1), is not treated as 
a dividend, whether or not otherwise a dividend. 

% sd + * * * ¥ 


(26 U. S. C. 1940 ed., Sec. 115.) 


(Sections 115 (a) and (b) are identically the same, 
and section 115 (d) is in al] material respects the 
same, under the Revenue Acts of 1938 and 1956.) 


